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THE CHASE MANHATTAN BANK 


Business has weathered a heavy inventory adjust- 
ment in good fashion. Meantime, consumer markets 
have shown basic strength, and business investment in 
new plant and equipment is on the rise. Thus, the stage 
is set for a renewed, though perhaps moderate, advance 
in general business activity. 


The rate of inventory building has been cut back from 
$12 billion a year in December and January. While sta- 
tistics are not yet available, the rate may have dropped 
below $4 billion in April and May. This sharp reduction 
in inventory buying had a particularly heavy impact on 
steel and autos. 


q The steel operating rate dropped from 95% in Janu- 
ary to 74% in early May. 


q Auto output fell from a peak of 689,000 in January 
to 583,000 in April. 


As a result, industrial production declined 1.8% from 
January to March. Preliminary reports suggest that the 
production curve may have leveled out in April as con- 
tinued strength in other areas offset a further sag in steel 


and autos. 
e 


: ° . The business news earlier in the year made confus- 


ing reading. Movements of most business indicators 
have been distorted by the inventory adjustment, un- 
usually bad weather over much of the nation in February 
and March and a major shift in sentiment away from 
expectations of an inflationary boom. However, basic 
trends are becoming more apparent as April and May 
reports appear. Here is a rundown of developments in 
key areas: 


q Retail sales moved up to a record $18.9 billion in 
April. That was 3% above March; 5% ahead of a year 
earlier. Auto sales were almost 15% above April 1959. 


@ Housing starts dropped to a 1,152,000 rate in the 


first quarter. However, the easing in mortgage markets 
could support a moderate upward trend. 


q Business investment in new plant and equipment 
was up 5% in the first quarter, and the McGraw-Hill 
survey points to a 16% advance for the year. 


gq Exports ran 20% ahead of a year earlier in the first 
quarter in part because of high cotton shipments. 


q Federal government expenditures are essentially 
level while state and local government spending is still 
on the rise. 


q The farm outlook has improved with a smaller 
spring pig crop than had been expected earlier. 


q Prices have been generally stable, and there is a 
growing feeling that stability will persist at least in the 
near future. 


@ Corporate earnings after taxes may have reached 
an annual rate of more than $25 billion in the first 
quarter. That’s some 5% above a year earlier but short 
of the peak rate of $27 billion in second quarter 1959. 


These trends yield a picture of an economy in the 
midst of a shift from expectations of inflation to ex- 
pectations of stable prices. This shift explains the sharp 
reduction in inventory buying, despite the fact that in- 
ventories are low in relation to sales. It explains the 
moderate approach to capital expenditures and the lack 
of exuberance in new orders for capital goods. 

In broad perspective, these are most desirable devel- 
opments. Moderation in building inventories and ex- 
panding capacity could contribute to the maintenance 
of prosperity. 

At the same time, new challenges are posed. Greater 
stress must be placed on marketing, new product devel- 
opment and investment to promote efficiency. In short, 
business must take the initiative by moving ahead on 
far-sighted programs to make the promise of prosperity 
and real economic growth without inflation a reality. 
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A somewhat more settled atmosphere appeared to be 
returning to the money markets during May, following 
a period of considerable turbulence earlier in the year. 
The net result of the wide gyrations over recent months 
has been a distinct relaxation of the strong pressures 
apparent at the turn of the year, and a significantly lower 
structure of open market rates. The extent of the easing 
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has varied widely from sector to sector. But even in the 
mortgage market — normally slow to reflect a change in 
the general market trend — funds appear to have become 
more readily available over the past month or two. 


A Shift in Expectations 


The sharp changes in the structure of rates this year 
testify once again to the powerful influence of swings in 
investor psychology on market conditions. At the end of 
1959, the prevailing sentiment among lenders and bor- 
rowers was one of caution. Optimistic appraisals of 
the business outlook suggested that credit demands 
would remain heavy for the foreseeable future, and the 
latent threat of inflation seemed to insure maintenance of 
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GYRATIONS IN THE MONEY MARKET 


highly restrictive credit policies. Many rates had already 
reached their highest level in three decades, but talk of 
‘the possibility of still higher rates — and a severe credit 
squeeze — was widespread. 
Expectations of this sort are subject to rapid change, 
That’s what happened in January and February. 


e The President’s mid-January budget message pointed 
to a near-balanced budget for the current fiscal year 
and a $4 billion surplus in fiscal 1961. Those figures 
promised direct relief for the market as a result of debt 
repayment. They also suggested that the Federal 
budget would make an important contribution toward 
restraining an unhealthy — and inflationary — boom. 


e Appraisals of the wage settlement in the pattern- 
setting steel industry indicated that upward pressures 
on costs would be more moderate than many had 
anticipated. 


e Signs soon appeared that business activity — while 
reaching new peaks in January — was not so buoyant 
as to suggest that an over-exuberant boom was in the 
making. The sharp declines in stock prices both 
reflected and reinforced suspicions that the inflationary 
threat might be waning, and that the next major move 
of the monetary authorities would be toward easier 
money. 


Taken together, these factors encouraged what Chair- 
man Martin of the Federal Reserve termed “a liquidation 
of inflation psychology.” Fixed-income securities sud- 
denly looked more attractive, funds flowed into the 
market, and rates dropped sharply. 

In late March, three-month Treasury bills temporarily 
traded under 2%%, nearly 2% under the January peak ® 
Corporations found interest costs on new bond issues 
lower by as much as %%, and a rise in Government bond 
prices running to 6 points or more above their January 
lows encouraged the Treasury to offer a new long-term 
issue for the first time in eleven months, although with 
indifferent success. 
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positions of member banks over 
recent months, as indicated by 
the reduced level of their bor- 
rowings from the central bank. 
Nevertheless, 


mand deposits the money 
supply declined until March. 
Meanwhile, another measure of 
the over-all pressures on the 
banking system — loan/ 
ratios — continued to rise 
the first quarter. New 
loan demands have been ac- 
commodated largely by sizable 
sales of Government securities. 
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The Role of the Banks 


These rate declines, among the most rapid on record 

for so short a period, took place despite continuing strong 

) pressures on commercial banks. They found it necessary 

to liquidate nearly $4.8 billion Government securities 

during the first quarter—the largest amount for any 

similar period since 1955—to meet loan demands and 
deposit losses. 

That was true despite the fact that the Federal Re- 
serve, in the face of the growing business uncertainties, 
gradually relaxed restraints on bank reserves. Not until 

April did that relaxation progress to the point that banks 
» were in a position to add to their investment portfolios. 

By that time, the decline in rates seemed to be ending, 
and for a period the market fluctuated widely in both 
directions from day to day. At one point, rates for 
three-month Treasury bills, the most broadly traded 
of all money market instruments, moved over a range of 
almost a full percent in the space of a week. But amid 
: & this turbulence, the moves of the Federal Reserve away 

from credit restraint strongly suggested that the sharp 
downturn in rates earlier in the year would not be 
quickly erased. 


The Treasury Repays Debt 


Important as they were, the reversal in expectations 
and the actions of the monetary authorities have not 
alone accounted for the dramatic swing in market condi- 
tions. For one thing, the Treasury was able to retire 
about $4 billion of debt during the first quarter, tending 
to offset the bank selling. 

With expenditures under firm restraint and with 
revenues swelled by business recovery, a cash surplus 
of almost $7 billion from December through June now 
seems possible. While the swing is partly seasonal, the 
current surplus contrasts sharply with the $7 billion 
deficit recorded over the first half of the fiscal year, when 
heavy Treasury borrowing was an important source of 
market pressure. 

Equally important, corporate cash needs have not 


proved especially large for a period of record business. 


e Rapid inventory accumulation, particularly in the 
metals and metal products industries, has been reflected 
in a sizable demand for commercial loans, helping to 
maintain pressures on the banks. At the same time, 
however, some of the larger corporations with excess 
cash have been aggressive buyers of short-term Treas- 
ury issues and commercial paper, an important factor 
driving rates lower in that area. 


e The volume of corporate bond offerings so far 
this year has been relatively light, despite a rise in 
capital spending. That has helped lift the pressures 
from the long-term area of the market. 


Lessons of Recent Experience 


Techniques of credit control in this country rest in 
part on the premise that credit market conditions are a 
sensitive reflection of shifts in pressures on bank reserves. 
But it is evident that many other complex forces are at 
work. Thus, corporate buying recently helped drive 
short-term market rates sharply lower even while banks 
were still hard pressed in meeting the loan requests of 
their customers. And changing expectations have ex- 
erted a strong influence on the timing of market fluctua- 
tions at a critical point. 

These factors can potentially pose delicate problems 
for the monetary authorities. Expectations, by their very 
nature, are volatile, and shifts can introduce sudden and 
capricious fluctuations in market conditions not fully 
warranted by underlying business trends. Moreover, the 
psychological reactions of lenders and borrowers to 
tentative and modest policy actions may produce effects 
far beyond what was intended. 

In free credit markets, these aberrations may be largely 
self-correcting over the longer run. But they would seem 
to refute the oversimplified view that the Federal Re- 
serve alone can be the final arbiter of the level of rates 
and credit market conditions. 
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Recent surveys of business plans to invest in new 
plant and equipment point to a substantial increase in 
capital outlays this year. A survey taken by the Securi- 
ties and Exchange Commission and the Department of 
Commerce during late January and early February 
showed that businessmen expected to spend just over 
$37 billion in 1960, or 14% more than in 1959. A more 
recent survey, taken by the McGraw-Hill Department of 
Economics in late March and early April, showed plans 
totaling $37.9 billion for 1960, an increase of more than 
16% over 1959. 

If these plans are carried through, and indications thus 
far are that they will be, business capital investment for 
the year will set a new record, slightly above the 1957 
expenditures of just under $37 billion. How does one 
evaluate this level of capital investment? Will it result in 
over-expansion and the creation of more excess capacity? 
On the other hand, is it adequate to support the normal 
growth of the economy? 


Comparison With Past Cycles 


First, consider how the present build-up in capital 
expenditures compares with that in previous postwar 
business cycles. Typically, capital outlays increase 
slowly in the first year following a recession, and then 
pick up sharply in the second year. Thus, in 1959 plant 
and equipment expenditures increased only 6%% over 
1958. This was almost the same as the 6%% and 7% rises 
in the cyclically comparable years of 1950 and 1955. In 
contrast, the anticipated 1960 rise of 16%, although sub- 
stantial, falls short of the 25% increase of 1951 and the 
22% increase of 1956. 

As a result, capital expenditures are low in relation 
to total national output. In the first quarter of the year, 
only 7 cents of each dollar of gross national product was 
plowed back into business plant and equipment. The 
average for the postwar period was 7.6 cents per dollar 
of GNP, and the investment ratio reached 8%% in the 
1956-1957 period. 
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Availability of Funds 


One important factor contributing to the rise in capital 
outlays in 1959 and 1960 is the high level of internal 
cash flow (retained earnings and depreciation). Busi- 
nessmen tend to increase their capital expenditures when 
cash flow rises. In fact, experience shows that capital 
expenditures are closely related to the level of cash flow 
two quarters earlier. 

During the past year, expenditures have been low in 
relation to cash flow. One reason has been that high 
interest rates and, more recently, expectations of stable 
prices have made the holding of Treasury bills relatively 
attractive. Indeed, moderation on the capital expenditure 
front is one of the aims of monetary policy. The recent 
attempts to ease monetary control may encourage a 
greater flow of internal funds into capital investment. 

Corporate depreciation allowances have been increas- 
ing almost a billion dollars a year in the past several 
years. For 1960 the flow from depreciation could ap- 
proach $21.5 billion. If retained earnings merely match 
last year’s $10 billion, total corporate cash flow would 
run to about $31.5 billion. That is close to the figure 
for corporate plant and equipment expenditures implicit 
in the surveys of business plans for 1960. Last year, cor- 
porations accounted for 83% of total expenditures on new 
plant and equipment. 

To be sure, the availability of funds provides no 
guarantee that they will be spent. Moreover, many indi- 
vidual businesses invest more than their cash flow while 
other companies invest less. Nevertheless, the fact that 
business appears to be in a good position to finance an 
increase in capital expenditures is significant. 


Excess Capacity 


Would plant and equipment expenditures of $37-38 
billion this year be excessive in that they would create 
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general over-capacity? The 1955-57 boom in capital in- 
vestment did create excess capacity in many industries. 
This shows up clearly in indexes of capacity utilization 
(operating rates) developed by the Wharton School of 
the University of Pennsylvania and the McGraw-Hill 
Department of Economics. 


The McGraw-Hill survey asks manufacturers to give 
their operating rate at the end of the year. Respondents 
tend to relate operations to a physical or engineering 
concept of capacity. The Wharton School index is a 
statistical concept derived by drawing trend _ lines 
through past peaks in each major component of the Fed- 
eral Reserve Board Index. This assumes that each in- 
dustry was operating at capacity whenever production 
established a new peak. The Wharton School index 
tends to show higher operating rates since it is more 
influenced by the availability of manpower and ma- 
terials. Nevertheless, the general trends shown by both 
are quite similar. 

Currently, they both indicate that industry is moving 
back towards relatively high levels of capacity utiliza- 
tion. The current level of operations is comparable to 
that in early 1955, when widespread expansion programs 
were launched. 

A similar conclusion emerges when one examines the 
changes in the total stock of plant and equipment in use 
throughout the economy. In the early postwar period 
this stock of plant and equipment grew about 4% per 
annum, implying a similar increase in the over-all ca- 
pacity of the economy to produce goods and services. In 
contrast, the increase in capital stock was only 24% a year 
in 1958 and 1959. With capital outlays at $37-38 billion, 
capacity would again increase only 24% in 1960. 

All in all, there would appear to be evidence that the 
excess capacity created in the 1955-57 period is being 
worked off. While there are always exceptions, business 
seems to be approaching a situation where new expan- 
sion programs may be necessary in many industries to 
keep pace with the growth of the economy. By gearing 
such programs to the real needs of an expanding econ- 
omy, and avoiding a bunching of expansion programs on 
the 1955-57 pattern, business management can make a 
significant contribution to general growth and prosperity. 


Cost-Cutting 


According to the McGraw-Hill survey, only about one- 
third of this year’s planned expenditures will go to ex- 
pand capacity. Almost two-thirds of the $15 billion 
manufacturers plan to invest will be used for replace- 
ment and modernization. That’s a significantly higher 
proportion than in earlier postwar years when expendi- 
tures for replacement and modernization accounted for 
about half of the total. 

Despite the huge amounts industry has spent to re- 
place old equipment with new and better machinery, the 
average age of equipment has increased in recent years. 
Studies by the Machinery and Allied Products Institute 
show that the average age of all industrial equipment in 
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use increased from 8% years in 1950 to 9 years at the 


end of 1959. 


The same study shows that the share of the newest 
and most modern equipment, that ten years old or less, 
has been declining steadily since 1955. Only about two- 
thirds of all equipment is now ten years old or less — 
in 1955 almost three-quarters fell in this category. 

In short, the evidence points to a continuing need for 
expenditures to cut costs by replacing existing equipment 
with newer and more productive equipment. In the cur- 
rent situation, intense competition from abroad provides 
an additional incentive to American business to modern- 
ize productive facilities as rapidly as possible. 

If the economy is to realize its great potential for 
real growth, a high and expanding volume of investment 
in new plant and equipment is necessary. The 7.6% of 
total national production which was saved and invested 
in new plant and equipment in the earlier postwar period 
supported an average annual growth in real production 
of almost 4% per annum. To continue that growth in the 
period ahead will call for greater emphasis on saving and 
investment to lift plant and equipment expenditures back 
towards 8% of GNP. 
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INVESTMENT FOLLOWS CASH FLOW 


The amount spent on advertising this year will ap- 
proach $12 billion. This record outlay follows over two 
decades during which the dollar volume of advertising 
rose in every year but two. Thus, expenditures had 
regained the level of the 1920’s by 1946 and since then 
have multiplied nearly fourfold. 


The Ad Industry 


Who creates this advertising? There are about 3,300 
agencies employing 46,000 people which produce much 
of the national advertising. However local advertising 
accounts for 40% of total outlays, and a good portion of 
this volume is created by the advertisers themselves 
without help from outside agencies. 

Where do companies advertise? Nearly one-third of 
all advertising and more than 60% of local advertising 
appears in newspapers. But the share of newspapers as 
well as other media has trended downward over the 
past decade with the spectacular rise of television adver- 
tising volume. Today, television ads account for 14% of 
total outlays compared with 1% in 1949. 

Advertising provides the major share of the revenue 
of most of the media by which it is conveyed. If there 
were no advertising, or if outlays were to be substantially 
reduced, newspapers and magazines would be smaller 
and more expensive, and radio and TV would have to 
develop a new method of finance. 

Who are the advertisers? Of course, almost all com- 
panies are advertisers, but companies in some industries 
typically spend more than others to promote their busi- 
ness and their products. The top 100 advertisers prob- 
ably account for close to $2 billion of ad volume, or one- 
sixth of the total. 


e Companies selling consumer goods generally make 
the heaviest outlay. Food, beverage, tobacco, drug, 
cleanser, cosmetics, automobile and home appliance 
manufacturers are among the top clients. 
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e Still, industries like steel, aluminum, chemicals and 
machinery, which sell intermediate products and capi- 
tal goods, are represented in the top 100. 


For most of the postwar period, the growth of adver- 
tising was at a much greater rate than the increase in 
purchases of goods and services by consumers and busi- 
nesses. And outlays for ads rose even in times of re- 
cession — a contrast to prewar experience when a drop 
in business was associated with a cutback in advertising. 

However, in the last few years, the growth of advertis- 
ing seems to have slowed to about the rate of growth of 
non-government purchases. So advertising outlays as a 
percent of non-government purchases have leveled out at 
about 2.9%. Because of the sharper drop in advertising 
during the Depression and its slower rise to 1946, the 
ratio is still significantly lower than the 3.4% of the 
1920's. Nevertheless, with the marketing challenge of the 
Sixties, few observers feel that the postwar expansion of 
the advertising industry has come to an end. 


Role in the Economy 


What role do these large and growing expenditures for 
advertising have in our economy? On this subject, there 
are two main views: 


e Consumer spending as a proportion of income after 
taxes has been remarkably stable over the years. 
Therefore, some argue that, although advertising has 
been an influence in the choice between one brand and 
another or even one product and another, it has not 
expanded the total market for goods and services. 


e A second view holds that advertising creates wants 
which otherwise would not exist. Thus, consumers 
spend more than they otherwise would, and the en- CY 
larged market enables the efficiencies of high volume 

to offset the cost of advertising. 


So far no one has found a way to evaluate whether 
advertising merely affects the distribution of spending or 
whether it expands the total market. But experience 
seems to suggest an answer somewhere between the two 
views. Clearly, much of today’s advertising simply pro- 
vides information to help the consumer decide what will 
best fulfill his (already existing) wants. And some ad- 
vertising attempts to create wants. 

How successful advertising is in this attempt is the 
question. The fact is that the market has grown — per 
capita consumption in terms of constant purchasing 
power is one-fifth higher than it was in 1946. Thus, in 
absolute terms, consumers are buying more. In addition, 
people with higher incomes save a higher proportion of 
their income. So as incomes rose over the postwar period, 
it would have been logical for the savings rate to rise. 
That it did not, may, in part, be due to the influence of : 
advertising. 
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RISE IN U.S. TRADE BALANCE 


The U.S. trade picture improved somewhat in the 
first quarter of this year. Exports continued to rise from 
the low rate of $15.3 billion in the first quarter of 1959, 
to an estimated $18.4 billion rate. At the same time, 
imports at $15.7, though 10% above their first quarter 
1959 level, were down 2% from the fourth quarter. Thus, 
the merchandise trade balance, which was just over a 
billion dollars in 1959, rose to a $2.7 billion rate in the 
first three months of 1960. 

This improvement was also reflected in the U.S. net 
payments deficit, which ran at an estimated $2.5 billion 
rate compared with a deficit last year of $3.7 billion. 
Moreover, the outflow of gold in the first quarter was 
only $50 million, less than one-fourth the average quar- 
terly outflow during 1959. 


Cyclical Rebound 


e Business conditions in the U.S. and in the other indus- 
trial nations have had a most important influence on the 
recent changes in the U.S. balance of payments: 


e Economic activity in Europe, Canada and Japan has 
been advancing rapidly since the beginning of 1959 — 
with industrial production in these countries up an 
average of 14% during this time. And this showed up 
in increased demand for U.S. exports. 


e An increase of the U.S. cotton subsidy from 6% to 
8 cents a pound has added to the already brisk de- 
mand for the fiber. However, current estimates indi- 
cate that as much as a million bales out of the 3 million 
shipped during the first three months of 1960 represent 
an abnormal increase that could cut into foreign de- 
mand for U.S. cotton during the rest of this year. If 
this is the case, then U.S. exports were inflated by about 
$1 billion, at annual rates, during the first quarter due 
to the cotton situation alone. 


e Rising prices appear to have gripped several of the 
most active of the industrialized countries. In the past 
14 months, the cost of living index in the U.S. rose 
only 2%, but it rose 44% in Germany, and 7% in France. 
This is indicative of the stronger demand for all kinds 
of goods in these countries compared with the U.S. 


e Inventory accumulation in the United States — cor- 
related rather closely with import demand — has fallen 
in the past several months. Moreover, U.S. purchases 
of steel and autos from abroad have declined; the 
first because of a resumption of U.S. steel output, and 
the second because of the ability of the U.S. compact 
cars to compete with the larger European models. 


The Encouragement 


Although the unusual cotton market has exaggerated 
the gains in the first quarter, there is little doubt that 
some real advance has been made in the U.S. trade pic- 
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ture, and that 1960 will be a much better year for U.S. 
exports than 1959. With the outlook for continued high 
activity in Europe and a more moderate advance in the 
U.S. economy, the trade surplus—and its impact on 
gross national product in the U.S. — should be a positive 
factor, accounting for as much as $3 billion of the in- 
crease in GNP in 1960. 


The Caution 


However, the present situation does not leave the 
international accounts of the U.S. in a completely secure 
position. A deficit of $2% billion this year, although a 
great improvement, would still be large unless followed 
by much smaller deficits — or surpluses — later on. 

Recent measures to stimulate U.S. exports through the 
Export-Import Bank export guarantee program and 
through increased activity of U.S. commercial officers, 
plus the growing realization by U.S. businessmen of the 
importance of foreign markets, may give U.S. exports the 
added push they need to help bring U.S. dollar receipts 
into line with dollar payments. Moreover, the reduction 
in dollar discrimination among the countries that have 
gained reserves in recent years could well begin to 
stimulate exports — certain consumer durables, for in- 
stance — that have been kept out of major world markets 
for over two decades. 

While it is not clear, as yet, how the U.S. payments 
position will end up for 1960, it is manifest that efforts to 
right our payments balance, especially through increased 
exports, can not be relaxed. 
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Copper brightens any occasion 


and commercial banks 
help turn it to a 
thousand and one uses 


Copper still glows in museum 
pieces hammered out 10,000 years 
ago. It stands indestructible in 
stately statues and lordly cupolas 
the land over. And whether your 
interest is feminine spangles, guided 
missiles or just plain pots and pans, 
you'll find the sheen of copper 
brightening life, wherever you look. 

And almost everywhere you see 


copper, you also see commercial 
banks. 

Loans from commercial banks 
help mining companies turn ore 
into metal. Loans convert the 
metal into everything from wire 
strands to paper-thin sheets. And 
frequently it’s a commercial bank 
loan that helps distribute and dis- 
play the countless things of copper 
you use every day. 

The Chase Manhattan Bank of 
New York, leading lender to busi- 
ness and industry, is proud of the 
part America’s commercial banks 


play in bringing the timeless utility 
of copper to all the people, wher- 
ever and whenever they need it. 


THE 
CHASE 
MANHATTAN 
BANK 


CHARTERED IN 1799 


Head Office: New York 15, N. Y. 


Member Federal Deposit I 


Corp 


o 
#8} 
4. 
J 
ak 
q 
| 
Insurance 


